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Frank S. Simone Suite 1000
Government Affairs Director 1120 ~ Street, NW
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202-457-2321
202-263-2660 FAX
fsimone~att.com

October2, 2003

Via ElectronicFiling

MarleneH. Dortch
Secretary
FederalCommunicationsCommission
~ 12~Street,SW.
Washington,DC 20554

Re: Ex parte,AppropriateFrameworkfor BroadbandAccessto theInternet
over WirelineFacilities;ReviewofRegulatoryRequirementsfor
IncumbentLECBroadbandTelecommunicationsServices
CC DocketNos. 02-33 and01-337

DearMs. Dortch:

AT&T Corp. (“AT&T”) submitsthis expartepresentationin theaboveentitled
proceedingsto respondto a recentsubmissionby BellSouth’ that againrequeststhe full
andpreemptivederegulationofbroadbandservicesfor all purposesexceptthose
relatedto theCommission’scostallocationrules. As AT&T indicatesin theattached
ex partepresentation,thecostallocationrules, in conjunctionwith otherregulatory
safeguards,remaincritical to helppreventcarrierswith marketpowerfrom actingon
their incentivesto misallocatecosts.

Consistentwith section1.1206of theCommission’srules, Jamfiling one
electroniccopyofthis noticeand requestthat you placeit in therecordof theabove
entitledproceedings.

Sincerely,

cc: W. Maher
C. Mattey
M. Carey
B. Olson
D. Cooper
T. Natoli

Letterof StephenL. Earnest.BellSouth,to MarleneH. Dortch,FCC, CC DocketNo. 02-33, (filed

Aug. 26,2003).
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By Electronic Mail

MarleneH. Dortch
Secretary
FederalCommunicationsCommission
445 Twelfth Street,S.W.
Washington,D.C. 20554

Re: Frameworkfor BroadbandAccessto theInternetOverWirelineFacilities,
CC DocketNo. 02-33

DearMs. Dortch:

I amwriting on behalfof AT&T Corp. (“AT&T”) in responseto anexparteletter
recentlyfiled by BellSouth regardingthe treatmentofbroadbandservicesunderthe FCC’scost
allocation rules.’ BellSouth again requeststhat the Commissionfully and preemptively de-
regulatebroadbandservicesfor all purposessave one: with respectto the Commission’scost
allocationrules(47 C.F.R. §~64.901-64.903;Id. §~32.27 et seq.),broadbandserviceswould be
paradoxicallyconsidered“regulated.” Not surprisingly,thereis no legal argumentthat supports
this approach,and BellSouththereforeasksthe Commissionto “engineer”BellSouth’s“desired
goal” solely basedon “policy.” Letterat 1. Even if the Commissionhad authority to do that —

and it doesnot — BellSouth is simply wrong that it would be wisepolicy. The cost allocation
rules, in conjunctionwith other regulatory safeguards,remain critical to help preventcarriers
with market power from acting on their incentivesto misallocatecosts. Broadbandcosts, in
particular, would presentmassiveopportunitiesfor cost misallocationif exemptedfrom the
Commission’srules,asBellSouthessentiallyadmits.

1. BellSouthdoesnot disputethat if broadbandserviceswere deregulatedin
the mannerrequestedby BellSouth, current Commission rules would requireBellSouth to
separatethecostsofsuchnewly deregulatedservicesfrom thecostsoftheir regulatedoperations.
SeeLetterat 3 (requestingadditional“relief’ from rules). BellSouthclaims, however,thatthese

1 Letter of StephenL. Earnest,BellSouth, to MarleneH. Dortch, FCC, CC DocketNo. 02-33,
(filed Aug. 26, 2003)(“Letter”).
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longstanding rules should be eliminated for “broadband” becauseprice cap regulation
“eliminatesthe needto allocatejoint andcommon costs.” Id. at 3. This claim is baseless,and
hasbeenflatly rejectedby theCommission.

When the Commissionadoptedprice capsin 1990 for largeincumbentLECs, it
expresslydecidedto retain its cost allocationrules.2 That is becausepricecap regulationand
costmisallocationrulesarecomplementaryregulatorytools that aredesignedto attackwhat the
Commissionhas elsewheredescribedas the “fundamental postulate” of all “modern U.S.
telecommunicationslaw” — that incumbentLECs with marketpowerhave “both the incentive
andability to discriminateagainstcompetitorsin. . . retail markets.”3 Pricecapsaredesignedto
reducethe LECs’ incentiveto misallocatecosts— but because(asdescribedbelow) price caps
alonecouldneverentirelyeliminatetheseincentives,additionalrulesand safeguards,suchasthe
costallocationrules, arenecessaryto detectand detertheincumbentLECs’ ability to misallocate
coststo the detrimentof captiveratepayersand competitors. That is why the Commissionhas
consistently affirmed that its cost allocation rules remain an “important component” of its
accountingsafeguards,4notwithstandingthe existenceofprice caps. Thus, the Commissionhas
alreadyrejectedBellSouth’sargumentand determinedthat “interstateprice capregulationdoes
not eliminate the need for cost allocation rules.” AccountingSafeguardsOrder ¶~J58, 271
(emphasisadded).

BellSouthsuggeststhat theseCommissionpronouncementsrejectingits principal
argumentareno longervalid becausethe “marketplaceand regulatoryparadigmshaveshifted.”
Letter at 5. But BellSouth’soff-handedclaim that “[c]ompetition has increased”(Id.) falls far
shortofthe“changesin competitiveconditions”to whichthe Commissionreferredin 1996when
it statedthat it “may” re-examinethe needfor its cost allocationrules. AccountingSafeguards

2IntheMatter ofPolicyandRulesConcerningRatesFor DominantCarriers, 5 FCCRcd.6786,

¶~3 96-97(1990).

~ApplicationsOf AmeritechCorp. AndSBCCommunicationsInc., For ConsentTo Transfer
Control, 14 FCCRcd. 14712,¶~J12, 190 (1999)(“SBC-AmeritechMergerOrder”); In theMatter
of Implementationof Section 254(k), 12 FCC Red. 6415, ¶~2, 6 (1997) (“Section 254(k)
Order”); seealso UnitedStatesv. WesternElec. Co., 969F.2d 1231, 1238(D.C. Cir. 1992)(“a
corporationthat enjoyeda monopoly on local calls would ineluctably leveragethat bottleneck
control in the interexchange(long distance)market”); UnitedStatesv. AmericanTel. & Tel. Co.,
552 F. Supp. 131, 188 (D.D.C. 1982) (“there aremanyways in which the companycontrolling
the local exchangemonopoly could discriminate against competitors in the interexchange
market”).

~ theMatter ofBell OperatingCompanyProvisionofOut-of-RegionInterstate,Interexchange
Services,11 FCCRcd. 18564, ¶ 39 (1996);Reportand Order,AccountingSafeguardsUnder the
TelecommunicationsAct of 1996, 11 FCC Rcd. 17539, ¶ 58 (1996) (“Accounting Safeguards
Order”).
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Order ¶ 271. Only sustainedand fully robust local competition, including deploymentof
ubiquitousalternativesto the incumbents’bottleneckfacilities, could sufficiently eliminatethe
incumbentLECs’ marketpowerandtheir incentivesto misallocatecosts. BellSouth, of course,
doesnot evensuggestthat this level of competitionexists in any market, and the indisputable
fact is that it and other incumbents remain dominant in the provision of local services.5

BellSouthwould nonethelesshavethe Commissioncreatean exemptionto its longstandingcost
allocationrules, which it previouslyfound were “necessaryto brakethe [incumbent] carriers’
potential for abuse” and to prevent incumbents from leveraging their dominance. See
SouthwesternBell Corp. v. FCC, 896 F.2d 1378, 1381 (D.C. Cir. 1990) (affirming the
Commission’sjoint cost rulesasareasonable“responseto systematicincentivesto shift costs,”
particularly in light of “regulatory history,” which “expose[d] the fallacy” of the LECs’
argumentsthat more “finely tailoredmeansof regulatoryoversightwould sufficiently protect
againstpossiblecostmisallocation”).

Further, price cap regulationhas not eliminatedthe incumbents’ incentivesto
misallocatecoststo theirmonopolyservices. Indeed,the mostthat BellSouthcanclaim is that
regulationhaseliminatedonly the “direct link[s]” betweencostsandrates(Letterat4 (emphasis
added)) — but that leaves numerous indirect links, and therefore plenty of reasonswhy
incumbentscontinueto have the incentiveto inflate the costsof their regulatedservicesand
understatethecostsofservices— like broadband— that facesomemeasureofcompetition. This
is because,in practice,price cap regulationis effectively only a modified form of rate-of-return
regulation. The“index” usedto adjustratesis alwayssubjectto changeby theregulator,andthe
typical basisfor alteringtheindex is that a company’scostshaveincreasedat agreaterratethan
theindex. SeeKennethTrain, OptimalRegulation327 (1991)(underpricecapregulation,afirm
will haveincentiveto “waste so asto convincetheregulatorto allow a highercap”). For that
reason, as the SupremeCourt held in 2002, “price caps do not eliminate gamesmanship,”
primarily becauseprice caps are “simply . . . a rate-basedoffset” that, like rate-of-return
regulation,still provides“monopoliestoo greatan advantage.”VerizonCommunicationsInc. v.

FCC, 535 U.S. 467, 487-88(2002). And this is no theoreticalconcern: becausetheCALLS plan
is due to expiresoon,the incumbentshavepowerful incentivesto shift costsin order to support
higherexchangeaccesspricecapsgoing forward.

~ Becauserobust competition and the elimination of control of bottleneckfacilities are the
ultimate protections against cost misallocation, AT&T’s statementsin 1993, quoted in
BellSouth’s Letter (at 5), are simply inapplicableto BellSouth and other incumbentLECs.
AT&T had divestedits bottleneckfacilities nine yearsbefore and faced full competitionfrom
MCI, Sprint and others. That is why AT&T could contend that the “basic assumption”
underlyingprice cap regulation was “entirely inapplicableto AT&T.” However, that basic
assumptionis fully applicableto BellSouthandotherincumbents,which maintainfirm controlof
bottleneckfacilities.
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Further,asAT&T haspreviouslypointed out, the incumbentLECs arenot even
subjectto “perfect” price cap regulationandthereforeretain strong incentivesto pad costsof
regulatedservices.First, asBellSouthadmits,somestates“continuerateofreturnregulationfor
intrastateservices,”Letter at 6, and in thoseareastherewould be a “direct” link betweenthe
incumbents’ costsand prices— and thus thetremendousincentivefor incumbentsto inflate the
ratebase. Further,evenin statesthat haveadoptedprice capsfor intrastateservices,manysuch
stateprice cap systemshave retainedsharing or other periodic earningsreviews, which, as
BellSouth concedes,could likewise “create a direct link from the costs incurred to the rate
increases.” Letter at 5. Notably, the Commissionrelied expresslyon thesetwo facts in 1996
when it found that the interstate“price cap regulationdoesnot eliminate the need for cost
allocationrules” andthat suchrules“remain importantto ourefforts to ensurethat the ratesfor
regulatedservicesare just, reasonable,and nondiscriminatory.” SeeAccountingSafeguards
Order ¶ 271 (“Moreover, becausetheseincumbentlocal exchangecarriers’ intrastateservices
may be subjectto cost-of-serviceregulationor to a form of price cap regulationthat involves
potential sharingobligationsor periodicearningsreviews,the incumbentlocal exchangecarriers
maystill havean incentiveto assigna disproportionateshareofcoststo regulatedaccounts”).

Second,eventhoughthe interstatepricecap systemno longer includesa sharing
obligation, the incumbentLECs would nonethelessobtain significant benefitsby virtue of the
fact that they could, in the absenceof cost misallocationrulesand othersafeguards,misallocate
coststo their regulatedservices. For example,by manipulatingits affiliates’ coststo artificially
low levels,an incumbentcaneffect price squeezeson its rivals evenasit appearsto comply with
imputation requirements. Further, if BellSouth and other incumbentLECs could shift a
disproportionateshareofthemassivejoint and commoncostsawayfrom broadbandservicesand
to regulatedlocal services,theycouldbe ableto boostsubstantiallypricesfor essentialservices,
suchasunbundlednetworkelements,that theyprovideto downstreamrivals.6 Forthesereasons,
even if “perfect” price cap regulation currently existed,price caps are not, by themselves,
sufficient to eliminateincentivesto misallocatecosts. The Commission’scost allocationrules
are thereforeanother important tool, along with other safeguards,to complementprice cap
regulation.

2. In all events,asAT&T’s prior expartehasshown,the Commissioncould
not lawfully exemptbroadbandservices,if they were deregulated,from its cost allocationrules
without adoptingother “necessarycostallocationrules,” accountingsafeguards,and guidelines,

6 To be sure,Congresshasprohibitedthe pricesfor network elementsto bebasedon historical

costs, see47 U.S.C. § 252(d)(1),and the CommissionhasadoptedTELRIC pricing rules that
examinethecostsincurredby an efficient carrier,but that hasnot preventedtheincumbentLECs
from advancingcost modelsand UNE prices that arepurportedlyconsistentwith the Act and
thoserules but that in fact arerife with backward-lookingdatabasedon theincumbents’actual
costs— coststhat would be evenmore inflatedif BellSouth’srequestfor anexemptionfrom the
costallocationrulesweregranted.
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asrequiredby Section254(k), that would ensurethat all “servicesincludedin the definition of
universalservicebearno morethana reasonableshareofthejoint and commoncostsof facilities
to providethoseservices.” 47 U.S.C. § 254(k). BellSouth’sprimary responserepeatsits basic
claim, contendingthat the cost allocation rules cannotbe “necessary”within the meaningof
Section254(k) becauseof the existenceofprice caps. SeeLetter at 7. But asdescribedabove,
the Commissionhasalways consideredits cost allocation rules to be “important” safeguards
againstcostmisallocationevenwith the existenceof pricecaps. AccountingSafeguardsOrder
¶ 271. Further, in its order implementingSection254(k),the Commissionspecifically relied on
its existing cost allocationrules asthe safeguardsthat Section254(k) requires. SeeSection
254(k)Order ¶~3, 6, 8. TheCommissioncouldnot simply eliminatethoseruleswith respectto
broadbandserviceswithout offering some explanationof why any remainingsafeguardsare
“sufficient” to prevent incumbentsfrom misallocatingjoint and common costs away from
broadbandservicesand onto the ratesfor local servicesincludedin the definition of universal
services,in violation of Section254(k). SeeBrae Corp. v. US., 740F.2d 1023, 1038(D.C. Cir.
1984)(whenanagency“abandon[s]existing rulesandpolicies, . . . theagencymustexplainwhy
theoriginal reasonsfor adoptingtherule orpolicy areno longerdispositive”).7

BellSouth’s further and relatedcontention(Letterat 7) that thereis “nothing to
demonstratethat an allocation of costs is necessaryin this situation to prohibit competitive
servicesbeing subsidizedby noncompetitiveservices”ignoresbasiceconomics: carrierswith
market power have powerful incentivesto “recover the costs of competitive servicesfrom
subscribersto lesscompetitive,regulatedservicesby misallocatingthe costsoftheircompetitive
services.” Section254(k) Order ¶ 2. Thus, evena “cursoryglanceof the regulatoryhistoryof
telephonecompanies”would beenoughfor the Commissionto concludethat its cost allocation
rulesarenecessaryhereto preventcostmisallocationby the incumbents.SouthwesternBell, 896
F.2dat 1381.8 And the Commissioncould not exemptbroadbandservicesfrom cost allocation
rules without explaining why these fundamentalprinciples are somehowinapplicablein this
context.

~ And becauseprice capswere applicable to incumbentsin 1996, Congress’senactmentof
Section254(k) implicitly recognizedthat pricecapsalonearenot sufficient to guardagainstthe
risksof cross-subsidization.Thus,the Commissioncould not simply adoptBellSouth’sanalysis
that price caps could provide the necessarysafeguardsagainst misallocationof joint and
commoncosts.
8 The fact that theserules are “necessary”to detectcost misallocation,however,doesnot mean

that they are also sufficient in all cases to prevent incumbentLEC abuses. Thus, the
Commissionhasproperlyinstitutedadditional regulatorysafeguards,suchasanoutright banon
sharingofoperating,installationandmaintenancefunctionsbetweenaBOC and its long distance
affiliates, where thereare such “substantialopportunities” for cost misallocationthat its cost
allocation rules could not preventby themselves. SeeImplementationof the Non-Accounting
SafeguardsofSections271 and272,11 FCCRcd.21905,¶ 163 (1996).
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No suchexplanationis possible,becausethere is no doubt that thesegeneral
regulatory principles and the specific concernsaddressedby Section 254(k) are directly
implicatedhere. Section254(k)requiresthat ratesfor the incumbents’traditional local services
(which are includedwithin the definition ofuniversalservice)“bearno morethana reasonable
share”ofthejoint andcommoncostsusedto providethoseservices.Because(asBellSouthdoes
not dispute) broadbandservicesshare many joint and common costs with traditional local
services, application of existing cost allocation rules is plainly necessaryto ensure that
incumbentsdo not load all of the joint and common costs onto traditional local services,
providing themwith an unfair advantagein pricing theirnewly deregulatedbroadbandservices
andburdeningcaptiveratepayers.This is particularlytruebecausebroadbandservices“us[e] the
traditionaltelephoneplatform,” Notice ¶ 9, thus exacerbatingthe risks that carrierscandisguise
costsfor suchservicesasregulatedservicecosts.

3. BellSouthcomplains(Letterat2) that it might beburdensometo separate
broadbandcostsfrom traditional local servicescosts. If therewere a significant burden, that
would merely reflect the large level of joint and common costs between broadbandand
traditional local voiceservices,andthusthe massiveopportunitythat incumbentswould haveto
misallocatecostsif the requestedexemptionweregranted. Thus, any burdenis plainly justified
to avoid the acuterisk of cost misallocation. If anything, the claim that “requiring ILECs to
allocate joint and common costs to broadbandserviceswould be the exception that would
swallowanyotherbroadbandrelief the Commissionmight grant” (Letterat 2) simply highlights
why broadbandservicesshould not be dc-regulatedin the first instance: the incumbentsretain
dominanceover critical bottleneckfacilities, including facilities usedto providebroadband,and
they havethe incentiveand — in the absenceof regulationslike the cost allocationrules— the
ability to abusethatbottleneckin everymarkettheyenter,including broadband.

4. Finally, with respectto universal service issues,BellSouth’s response
providesno valid evidenceof a competitive disadvantagethat incumbentsface versuscable
providersdueto universalservicecontributionsthat incumbentsmake. As AT&T showedin its
previousexparte, cableprovidersgenerallydo not provide to independentISPs thewholesale
transport services that incumbents offer and that trigger universal service contributions.
BellSouthagreesthat cableprovidersarenot requiredto provide suchservices,Letter at 9, but
statesthat “[i]n everysituationwherecablemodemprovidersareoffering wholesaleservicesto
ISPs they are competingwith ILEC’s DSL servicefor that business.” Id. Of course,that
statementis not at all responsiveto the issue, which is whetherthere are in fact significant
“situations”wherecablemodemprovidersareoffering wholesaleservicesto ISPs and whether
there is any material disadvantageto incumbentsbecauseof universal servicerequirements.
BellSouthoffers no evidencewhatsoeverto showthat cableprovidersare in fact offering such
services,so nothingin therecordcould allow the Commissionto creditBellSouth’s claimsthat
thereis somecompetitivedisadvantagebecauseofUSFcontributions.
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Sincerely,

Michael J. Hunseder


